N. A. C. A. BULLETIN 


Vol. XV, No. 21 


IN TWO SECTIONS 


IN THIS ISSUE 


Recent Corporation Laws on Stated 
Capital, Treasury Stock, Surplus, 
and Dividends, by Paul W. 
Pinkerton 


This bulletin is published semi-monthly by the National 
Association of Cost Accountants, 1790 Broadway, New 
York. Subscription price $15.00 per year. Entered at 
the Post Office, New York, N. Y., as second class matter 
August 28, 1925, under the Act of March 3, 1879. 


{ 
| 
: 
: 
= 
| 
I B 
Section I RAR} 
ee 
os 
1919 ve 
é 
1255 
x 
“ees 
: 


EDITORIAL DEPARTMENT NOTE 


If statutory laws could always be made to coincide with economic laws most 
of the accounting problems connected with corporate net worth would dis- 
appear. For example, if the corporation laws of all states provided that 
the capital of a corporation should be the total consideration paid in by 
stockholders for their shares, many of the most difficult problems connected 
with accounting for stock discounts and premiums, paid-in surplus, surplus 
available for dividends and kindred subjects would be solved because the 
legal and accounting concepts of capital would then be the same. But, un- 
fortunately, the law-makers have seen fit to disregard economic and account- 
ing laws to a considerable extent in setting up statutory rules to govern 
corporations. Most of our problems in corporate accounting arise because 
of this conflict between statutory laws and economic laws. Accountants have 
consumed a great deal of time and energy debating whether the legal facts 
or the economic facts should be given preference in the reports when they 
might better have been considering ways and means for makng both sets 
of facts available. 

There is no reason why a balance sheet may not at the same time show 
both the legal and accounting classifications of any balance sheet item such 
as capital or surplus. Legal capital may be shown under the head of capital 
stock or stated capital, legal surplus under the two heads paid-in surplus and 
earned surplus. By adding the paid-in surplus item to stated capital we 
obtain the economic or invested capital, while the earned surplus account 
reports the true surplus from the economic or accounting viewpoint. Thus 
by the use of the paid-in surplus classification it is possible to present on 
ay statements both the legal and accounting facts regarding capital and 
surplus. 

The above is but one example; anyone can think of others. The new tech- 
nique of accounting for corporate net worth must be based on the premise 
that both legal and economic facts are essential for a proper understanding 
of corporate financial condition and that both should be displayed on corporate 
balance sheets. A corporation is a creature of law, its acts and transactions 
are subject to numerous legal rules, regulations and definitions. These cor- 
porate laws differ greatly among the various states and are constantly under- 
going a process of amendment and revision. The last few years, especially, 
have brought forth many fundamental changes in the corporate laws of our 
states with which the accountant must be familiar if he is to properly report 
on the financial condition of corporations. 

This month’s article on “Recent Corporation Laws on State Capital, Treas- 
ury Stock, Surplus and Dividends” is an admirable presentation of the effect 
of recent changes in corporate law on accounting. It is notable also for 
the methods proposed for showing both legal and economic facts on the 
balance sheet. This applies particularly to the alternative methods suggested 
for handling the controversial item of treasury stock. The author of the 
article, Paul W. Pinkerton, needs no introduction to our readers. As a 
speaker at our 1932 Convention and as an author and co-author of several 
accounting books he has contributed wisely in the past to the development 
of a sounder accountancy. A graduate of the University of Chicago, Mr. 
Pinkerton spent several years in civil — gy and field survey work 
before entering the field of public accounting. After nine years in public 
practice as a member of firms in Indianapolis and Chicago, he became Con- 
troller of the Ainsworth Manufacturi orporation. He is at present Resi- 
dent Partner of Haskins and Sells in Pittsburgh. Mr. Pinkerton has served 
during the past year as a Director of our Pittsburgh Chapter and was for- 
merly President of the Indiana Association of Certified Public Accountants 
and of the American Society of Certified Public Accountants. 
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RECENT CORPORATION LAWS ON STATED 
CAPITAL, TREASURY STOCK, SURPLUS, 
AND DIVIDENDS 


By Paul W. Pinkerton, Partner, 
Haskins and Sells, Pittsburgh, Pa. 


I AM suggesting in this paper that certain of our present account- 

ing practices in corporation matters seem to have been rendered 
obsolete by legislation—legislation to whose effect on our statement 
procedure we have perhaps given insufficient attention. We have 
been accustomed to base our financial statements on traditional ac- 
counting practice. Statute has now amended much of this practice, 
but has done it not by saying how statements shall be prepared, but 
rather by defining terms and limiting corporate rights in such a 
way that in many respects our present statement practice fails to 
present an accurate picture of the corporation’s status under the 
law. 

In order that you may realize the extent to which legislation has 
acted to amend accounting practices, let me suggest the following 
current legal principles, emphasizing at the outset that each of these 
is true only in certain states and under certain conditions: 

(1) The term “capital stock” is inadequate on a corporate bal- 
ance sheet. 

(2) Par-value stock issued should not be carried at its par. 

(3) Fundamental theories which led to the original statutory 
approval of stock without par value must not guide us in accounting 
for it. 

(4) Paid-in surplus is a legal fact, not an accounting theory. 

(5) The term “capital surplus” does not represent a statutory 
concept. 

(6) Stated capital may be increased without issuing additional 
stock. 

(7) The acquisition of treasury stock does not reduce stated 
capital, and treasury stock should not be so shown as to indicate 
such a reduction. 

(8) The acquisition of treasury stock, on the other hand, re- 
duces the corporate surplus available for dividends. 

(9) Cash dividends may not be paid out of paid-in surplus. 

(10) The term “capital surplus” is obsolete, and charges which 
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we have been in the habit of making against capital surplus may 
not, with that term abandoned, be made against paid-in surplus. 

(11) The declaration of a stock dividend out of surplus from 
appreciation reduces to the same extent the amount of surplus 
available for cash dividends, 


Interpretation of “Capital Stock” 


Taking up the first of these propositions, that in certain states 
the term “capital stock” is inadequate on a corporate balance sheet, 
I shall start by bringing up for notice the fact that in the prepara- 
tion of other than corporate balance sheets we do not, except under 
special conditions, consider it incumbent upon us to split up the 
net worth section into amounts such as capital stock (which does 
not necessarily represent the investment) and surplus (which in 
its aggregate is simply a balancing amount). Why, then, do we 
make this separation on the corporate balance sheet? There was a 
time when it was not made, but in the case of profit corporations 
we invariably, I think, make it now, solely to give effect to a statu- 
tory concept of an amount which must not be impaired by distribu- 
tions to stockholders. This amount constitutes the legally required 
permanent capital of the corporation, to be reduced—after having 
once been acquired—only by the fulfillment of certain formal steps 
specified in the statute. Since the whole purpose of separating cap- 
ital stock from surplus on a corporate balance sheet is to give ef- 
fect to this statutory concept of permanently impounded capital, it 
seems that we should certainly use the new statutory terms and 
definitions, in order that the amount we show in the “capital stock” 
section may have its legal title and be consequently assumed to have 
been determined in accordance with statutory requirements. 

Some of the newer corporation laws have completely avoided the 
use of the term “capital stock,” substituting the term “stated cap- 
ital.” Regarding this change in the Pennsylvania law the Special 
Deputy Attorney General says: “The phrase ‘capital stock’ has 
been avoided in this act because of its ambiguity. It is used in sev- 
eral different senses in statutes relating to the formation of cor- 
porations and those relating to the taxation of corporations. It is 
frequently confused with ‘capital.’ . . . Accordingly, the more ac- 
curate phrase ‘stated capital’ has been adopted.” (Comment 3 on 
§ 2 of Business Corporation Law.) 
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Other states, notably Illinois (The Business Corporation Act, 
§ 2k) and Ohio (General Corporation Act, § 8623-37), have 
adopted the term “stated capital,” and still other states, while not 
avoiding the term “capital stock,” describe the amount which con- 
stitutes the permanent financial base of the corporation as “capital” 
rather than “capital stock.” Among these are Michigan (General 
Corporation Act, § 20), and Delaware (General Corporation Law, 
§ 14). 

As we saw, the entire purpose of dividing the net worth section 
of the balance sheet into capital stock and surplus groups is to in- 
form the directors and other interested persons as to the statutory 
classification of the corporation’s net worth. We shall see later 
that what we have for accounting purposes called “capital stock out- 
standing” may be far different from the legal “stated capital” or 
“capital,” an amount of great importance to any board of directors. 
Therefore it would seem that, if our statements are to be thor- 
oughly useful, we should, when working under statutes such as 
these, cease furnishing what is purely statistical information and 
reveal instead the legal requirement of permanently impounded 
capital. 

How this should be done will be discussed when we have taken 
up some related matters. 


Par-Value Stock on the Balance Sheet 


The second point which I am bringing out preliminary to later 
conclusions is that in certain states and under certain circumstances 
par-value stock should not be carried at its par on the corporate 
balance sheet, This proposes a drastic change from a fundamental 
principle of corporation accounting, in which almost the first thing 
we are taught is to carry par-value stock at par. But note this 
provision of the Michigan statute (§ 20) : 

“Any corporation formed or existing under this act may by reso- 
lution of its board of directors determine that only a part of the 
consideration which shall be received by the corporation for any 
of the shares of its capital stock which it shall issue from time to 
time shall be capital: provided, That in case any of the shares 
issued shall be shares having a par value, the amount of the part of 
such consideration so determined to be capital shall be in excess of 
the aggregate par-value of the shares issued for such consideration 
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having a par value, unless all the shares issued shall be shares hav- 
ing a par value, in which case the amount of the part of such con- 
sideration so determined to be capital need be only equal to the 
aggregate par value of such shares.” 

Being interpreted, this says that if there are no-par as well as 
par-value shares the capital must be more than the total issued par 
value, apparently to allow an excess to constitute capital for the 
no-par shares ; but that if there is only par-value stock the capital 
need be only the aggregate par value issued but may be more than 
that if the stock has been sold at a premium and the board of direc- 
tors permits the entire consideration or any part of the excess above 
par to stand as capital. The law, however, goes on to provide in the 
same section that unless the board of directors determines other- 
wise within a specified time, the capital in respect to par-value 
shares shall be their par value. 

This Michigan statute, permitting more than par to constitute 
capital in the case of par-value shares, is not the only one of its 
kind: Delaware (§ 14) has exactly the same phraseology. 

Nor is this the only unusual specification in this regard. Where 
Michigan and Delaware provide that the capital in respect to par- 
value shares may be more but not less than par, Virginia provides 
(§ 3840) that “the capital of a corporation shall be the sum of the 
consideration received by the corporation in payment for its shares 
of stock, whether with or without nominal or par value, plus” cer- 
tain possible later adjustments out of surplus. Since Virginia pro- 
vides also (§ 3788) that “there shall be no individual or personal 
liability on any subscriber” to stock “beyond the obligation to com- 
ply with such terms as he may have agreed to in his contract of 
subscription ; and any corporation may . . . dispose of its stock 

. » at such prices, for such consideration, and on such terms and 
conditions as it sees fit,” it is evident that the capital in respect to 
par-value stock of a Virginia corporation may be less than par. 

What do these statutory concepts mean to accountants? Since, 
as we said, the fundamental purpose of setting forth capital stock 
separately in the net worth section of the balance sheet is to indi- 
cate the amount of capital required to be permanently held in the 
business, it devolves upon the accountant, when working under 
statutes such as these, to recognize the fact that showing in the 
balance sheet the par value of stock issued may or may not dis- 
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close the amount of the required capital, a material item in the cor- 
porate balance sheet. 


Accounting Based on Legal Provisions 


My third proposition is that in certain states fundamental the- 

ories which led to-the original statutory approval of stock without 
par value must not guide us in acounting for it. One of the desi- 
derata sought in urging the issuance of no-par stock was the get- 
ting away from the fiction of a par value which never for more 
than an instant at a time represented true value. 
Many of the advocates of no-par stock thought that it should 
not be shown on the balance sheet at any value separate from the 
total net worth, all of which would constitute, as one item, the 
book value of the capital stock. Legislatures generally, however, 
have adhered to the basic principle that corporations, as a partial 
offset to the freedom of their shareholders from personal liability, 
must announce an amount of capital with which they would do 
business, and have established various rules for determining the 
permanent capital represented by no-par issues. While some of 
the older laws require that the articles of incorporation specify a 
so-called nominal value for no-par stock, thus making it no-par 
only in name, the newer laws generally allow the board of directors 
to set, in respect to each sale separately, this stated or capital value, 
which may be less than the amount received for the sale of the 
stock, the excess consideration received being described as paid-in 
surplus. 

Provisions of this type are found in the laws of Pennsylvania 
(§2), Ohio (§ 8623-37), Illinois (§ 2k), and Delaware (§ 14). 
The Pennsylvania statute says that for no-par stock the stated cap- 
ital shall be “the consideration received by a business corporation 
for all shares then issued . . ., except such part thereof as may 
have been allocated otherwise than to stated capital . . .,” i.e., to 
paid-in surplus. Thus, if a corporation is organized with no-par 
common stock which it sells for $12 a share, the Board may say 
that of that $12, $10 shall be stated capital permanently retained 
and $2 shall be paid-in surplus. There are (in § 614) certain 
further stipulations in reference to no-par preferred stock which 
we shall not take time to discuss. 

The Michigan statute (§ 20) is similar, except for a provision 
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that at least 50% of the consideration received must be allocated 
to capital. 

In Delaware (§ 14), Illinois (§ 19), and Pennsylvania (§ 614) 
the Board, if it desires to remove some of the consideration from 
capital, must make its determination at or before the time of issu- 
ance in the case of stock sold for cash, and within sixty days after 
issuance in the case of stock issued for other assets, or, in the 
case of Pennsylvania, for labor or services. In New York (§ 12), 
on the other hand, the articles of incorporation must set forth a 
policy to be followed, providing either that the full consideration 
to be later received is to be capital, or else that a named amount of 
not less than $1 for each share of no-par stock issued will con- 
stitute capital. 

Thus we see that the accountant should avoid being guided by 
any theoretical notion as to how no-par stock ought to be treated 
for the accomplishment of the purpose for which it was originally 
advocated : on the contrary, the way in which it is to be handled in 
the accounts is in many states provided by statutes which give 
recognition to many factors other than the lack of relationship 
between a true value and a par value. 


Paid-In Surplus 


The next point I wish to emphasize is that in certain states paid- 
in surplus is a legal fact, not an accounting theory. As a profes- 
sion we have argued for years as to what were proper inclusions in 
paid-in surplus and what were proper charges thereagainst. The 
law-makers have now settled for us part of this problem of defi- 
nition, 

The Pennsylvania statute ($ 2) defines paid-in surplus as “that 
part of the consideration received by a business corporation, for or 
on account of all shares issued, which does not constitute stated 
capital.” The Illinois definition (§ 21) is in almost the same words. 

Under such a definition nothing but premium on stock sales is 
properly included in paid-in surplus, using the term “premium” 
to mean excess over a specified value, of no-par as well as of par- 
value stock. 


Capital Surplus 
Related to this point is the next, that the term “capital surplus” 
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does not represent a statutory concept in the law of certain states. 
Several of the newer laws tell us what constitutes earned surplus, 
and paid-in surplus, and surplus from revaluation, and how we 
may dispose of them, but the tendency seems to be to avoid the term 
“capital surplus” as being either too loose or too inclusive, or else 
as implying certain credits which the law-makers refuse to recog- 
nize as true surplus. 

It seems, then, that this term, “capital surplus,” would be better 
avoided when preparing statements under statutes which are so ex- 
plicit in their definition of the different kinds of surplus, and 
specify so completely the manner in and conditions under which 
each kind may be distributed. 


Increasing Stated Capital 

Next we see that the stated capital may in some states be in- 
creased without issuing additional stock. Initially, as we have seen, 
the stated capital is the issued stock: par value stock at not less 
than par, and no-par stock at selling price or at an arbitrary 
amount. This stated capital may in some states be increased simply 
by a resolution of the board of directors directing that all or part 
of the surplus of the corporation be transferred to stated capital. 
This practice has long been recognized as permissible in the case 
of no-par stock, but some of the newer statutes (e.g, Michigan, 
§ 20) do not limit it to no-par stock and some (e.g., Illinois, § 19; 
Delaware, § 14; Pennsylvania, § 614) are fully specific in provid- 
ing that “the board of directors may direct that the amount of the 
surplus so transferred shall be deemed to be stated capital in re- 
spect of any designated class of shares.” 

Of course, so long as the authorized stock is not fully issued, the 
stated capital may be increased by stock dividends when there is a 
surplus out of which stock dividends may be paid. 


Treasury Stock as Reduction of Stated Capital 

Passing from the increase to the reduction of stated capital, we 
find that some of the newer laws (Illinois, §58 and 59; Ohio, 
§ 8623-39) provide that stated capital, once established by the issu- 
ance of shares, can be reduced only by amendment to the articles of 
incorporation, this amendment reducing the amount of stock au- 
thorized to be issued, or, in some cases, by the filing of a certifi- 
cate having the same effect. Stated capital under these laws re- 
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mains fixed, or at least not subject to reduction except through 
legal steps. This amount of stated capital, the amount which can- 
not be impaired by dividends, cannot be reduced by the mere act 
of purchasing treasury stock: “Whenever a corporation shall ac- 
quire in any way any of its own shares, they shall be carried on its 
books as treasury shares until disposed of by sale or reduction of 
stated capital” (Ohio, § 8623-41). The acquisition of treasury 
stock does not reduce the stated capital, but we cannot develop this 
point fully until we have considered another matter, which is that 
in many states (Delaware, §19; Ohio, § 8623-41c; Louisiana 
Business Corporation Act, § 23; Florida Corporation Act, § 8; 
South Dakota Code, § 8777; Arkansas Corporation Act, § 7; New 
York Penal Code, § 664; Tennessee Code, § 3,722; Maryland An- 
notated Code, §30-7; and North Dakota, California, Oklahoma, 
Missouri, Nevada, Rhode Island, West Virginia, Delaware, In- 
diana, Colorado, and states cited hereinafter) with minor excep- 
tions, treasury stock is purchaseable only out of surplus. The 
Pennsylvania statute (§ 302-7) words it this way: 

“Every business corporation shall have power . . . to purchase, 
take, receive or otherwise acquire, hold on pledge, transfer, or 
otherwise dispose of its own shares, except that no such purchase 
or acquisition shall be made at a time when the net assets of the 
corporation are less than its stated capital, or which would reduce 
its net assets below its stated capital.” 

Subject to certain refinements of definition, this means that in 
states which have adopted such provisions treasury stock may be 
acquired only when there is a surplus, and only to the extent of 
that surplus. Other laws are perhaps even more pointed than the 
Pennsylvania law. In Michigan (§$ 10h), for example, the law 
provides that “no corporation shall use its funds or property for 
the purchase of its own shares of capital stock when such use would 
cause any impairment of the capital of the corporation,” and an 
Illinois corporation (§ 6) “shall not purchase, either directly or in- 
directly, its own shares when its net assets are less than the sum of 
its stated capital, its paid-in surplus, any surplus arising from un- 
realized appreciation in value or revaluation of its assets and any 
surplus arising from surrender to the corporation cf any of its 
shares, or when by so doing its net assets would be reduced below 
such sum.” In other words, whereas in Pennsylvania and Michigan 
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treasury stock may be acquired to the extent of the total surplus, in 
Illinois the purchases are limited to the amount of earned surplus. 
Later, however, we shall consider the effect of such purchases out 
of other than earned surplus on the amount available for dividends. 

The rule that treasury stock may be acquired only out of surplus 
has become statutory in a large number of states, but it is older than 
the oldest of these statutes and has been held to exist even in the 
absence of statute. Corpus Juris, for example, says: “It has been 
held, as a protection for creditors and non-assenting stockholders, 
that a purchase of stock to be valid must be made from surplus 
funds or profits, and this is required in some jurisdictions by 
statute.” I shall not take time to cite you cases decided in states 
where there is no such statute, but assure you that there are suffi- 
cient to indicate a preponderance of law. 

What is the reason for such a provision? Simply that the pur- 
chase of treasury stock reduces the net assets of the corporation, 
and if such purchasing is carried on to a greater extent than the 
amount of the surplus the practical result is a reduction of the 
amount of the stated capital, the permanently impounded capital on 
the basis of which the corporation has been authorized to exist. 

Let us assume an extreme case of a corporation which has only 
three shareholders. Assume assets of $1,000,000 and stated capital 
of $1,000,000. Suppose the corporatio. learns that it is going to be 
made the defendant in a suit for patent infringement, and, in order 
to avoid that liability, before the suit is filed or a receiver asked for 
(while there are no creditors), decides to prevent the successful 
consummation of the suit by having no assets from which to pay 
such damages as may be awarded. One or more of the sharehold- 
ers organize a new company and the corporation liable to suit sells 
its assets to the new group for $1,000,000 in cash. If the corpora- 
tion were to dissolve, the intention to do so would have to be pub- 
lished in the newspapers to give opportunity for filing claims. But 
without a law limiting the right to acquire treasury stock the cor- 
poration could have bought in all except three shares of its capital 
stock at par so that its balance sheet would become: 


Assets Liabilities 
$300 Capital stock issued..... $1,000,000 
— Less—In treasury ....... 999,700 
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This extreme case illustrates the theory which has motivated 
courts in holding and legislatures in providing that the amount of 
stated capital which the corporation has once developed and prob- 
ably shown in financial statements, presumably a fund for pro- 
tection of creditors, must be kept intact. Applying this principle of 
law to the case assumed, we find that the stated capital must re- 
main $1,000,000, and the corporation cannot buy its own stock 
unless it has sufficient surplus so that the stated capital will be main- 
tained at $1,000,000 as a backlog for the benefit of creditors. 


Effect on Accounting Practices 


There are two ways in which these principles have a bearing on 
accounting practices. In the first place, it is the cost rather than the 
par value of the reacquired stock which is of importance if we are 
to give effect to the legislative intent. In considering this principle, 
however, we should remember also that the number of shares out- 
standing is of interest in computations of net worth per share and 
of earnings per share. There are those who insist that the book- 
keeping entry for the purchase of treasury stock should be a direct 
debit to the proper surplus account, and in California the charge to 
Surplus is indicated in the statute. Whether required by law or 
not, this form of the entry seems to have outstanding merit, but 
for those to whom it seems too violent a change let us see how 
much of our present practice can be adapted to meet the conditions 
we have been discussing. 

Without opening the question as to whether treasury stock 
should ever be carried on the asset side of the balance sheet, we may 
say that accountants have long had the rule that if treasury stock 
is to be shown on the asset side it should be carried at cost, with, 
generally, the proviso that the cost does not exceed the higher of 
book value or market value. When it is carried on the liability side 
accountants have insisted that it be carried at par. There seems to 
be no real necessity for changing our practice in these regards. The 
cost is of importance in connection with the surplus only, not in 
connection with the treasury stock itself. ‘Therefore we need not 
concern ourselves further with questions of the balance sheet show- 
ing of treasury stock as such. 

But the second way in which the new statutory principles affect 
our accounting is in the effect of treasury stock acquisitions on 
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the amount of surplus available for dividends. Earlier I quoted 
from the Illinois statute (§ 6) providing that “a corporation shall 
not purchase . . . its own shares when its net assets are less than 
the sum of 

its stated capital, 

its paid-in surplus, 

any surplus arising from unrealized appreciation in value or re- 

valuation of its assets, 
and any surplus arising from surrender to the corporation of 
any of its shares, 

or when by so doing its net assets would be reduced below such 
sum.” The law (§ 2m) also provides that “ ‘net assets,’ for the 
purpose of determining the right of a corporation to purchase 
its own shares and of determining the right of a corporation to 
declare and pay dividends and the liabilities of directors 
therefor, shall not include shares of its own stock belonging to 
such corporation.” 

Lest anyone fail to see that the purchase of treasury stock 
definitely impounds surplus from the payment of dividends, let 
us assume a corporation with net assets of $1,500,000, represented 


by: 


If $100,000 in cash is paid for treasury stock at par, and the 


treasury stock is shown on the asset side of the balance sheet, 
the assets will be: 


If the treasury stock is carried as a deduction on the liability side, 
each side of the balance sheet will total $1,400,000. In either 
case our bookkeeping entries have been just as we always made 
them, 
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Note that most of these laws which we are studying do not 
provide that dividends may be paid out of earned surplus or out 
of any particular surplus. If they did so provide, in the absence 
of a definite provision that purchases of treasury stock shall serve 
to reduce the surplus, we might not be compelled to consider the 
permanent effect of such purchases on surplus. But these laws 
provide that dividends may not be paid in excess of an amount 
reached by a certain calculation. The Illinois law (§ 41), for 
example, says that cash dividends on common stock shall not be 
paid out of paid-in surplus, revaluation surplus, or donated surplus, 
nor shall any dividend be “declared or paid at a time when the 
corporation is insolvent or its net assets are less than its stated 
capital, or when the payment thereof would render the corpora- 
tion insolvent or reduce its net assets below its stated capital.” 
Taking into consideration these various provisions of the law, it is 
apparent that the purchase of treasury stock has reduced the 
available earned surplus, because the purchase cannot be considered 
a reduction of stated capital and the stock cannot be considered 
an asset in calculating the amount of earned surplus available for 
dividends. In the example we have taken, the surplus available 
under the above formula is computed as follows: 


Net assets (exclusive of treasury stock) .........sceeeeeeeees $1,400,000 
Less the sum of: 
$500,000 
800,000 


In other words, of the $700,000 earned surplus in our example, 
$100,000 has been impounded by the purchase of treasury stock, 
and the showing of this fact seems essential in the preparation of 
an adequately informative balance sheet. 

The manner in which this is best done presents some problems. 
In the simple case we have first assumed, with the stock repur- 
chased at par, the presentations which involve the least change 
from our former practice are: 
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If Treasury Stock Is Carried as an Asset: 


Assets 
Net assets exclusive of treasury stock ............eeeeceeeeees $1,400,000 
Liabilities 
Earned surplus: 
Appropriated to purchase of treasury stock....... $100,000 
85-05-60 600, 
700,000 
If Treasury Stock Is Deducted from Stated Capital: 
Assets 
Net assets exclusive of treasury stock .........c.ceeeeeeeeeees $1,400,000 
Liabilities 
Capital stock outstanding (4,000 shares).............0e0eee $ 400,000 
Earned surplus: 
Appropriated to purchase of treasury stock........ $100,000 
600,000 
— 700,000 


If Treasury Stock is Deducted from Surplus : 


Assets 
Net assets exclusive of treasury stock ...........cceseecceseee 
Liabilities 


Less—Appropriated to purchase of 1,000 shares of 


ah 

$1,400,000 

100,000 
100,000 
| 100,000 
$100,000 
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Treasury Stock Acquired at a Premium 


If this treasury stock, which we assumed to be bought at par, 
is purchased at twice par, $200,000 of earned surplus would be 
rendered unavailable for dividends, but several complications in 
balance sheet presentation are developed. Our net assets ex- 
clusive of treasury stock are now reduced to $1,300,000, because 
$200,000 of cash was paid for $100,000 par value of capital stock. 
Under our former practice, if we carried the treasury stock on 
the asset side it would have been at cost; but if on the liability 
side it would have been at par, charging the premium against 
surplus. The same necessity of actually reducing surplus seems 
still to exist if the stock is to be carried on the liability side, be- 
cause otherwise we cannot make the liability side balance with the 
$1,300,000 of assets remaining after the disbursement of $200,000 
of cash. The showing I shall first suggest indicates the reduction 
of the earned surplus by the amount of the premium, and the ap- 
propriation of the remaining earned surplus: 


Capital stock outst2ading (4,000 shares) ................. $ 400,000 
Earned surplus : 
Appropriated to purchase of treasury stock ($200,000 less 
$100,000 deducted from stated capital) ................. 100,000 
500,000 


The charge-off of the premium reduces the amount which 
must be shown as appropriated rather than the unappropriated 
remainder. This is obvious when we apply the legal formula for 
determining the amount of earned surplus available for dividends : 


Net assets (exclusive of treasury stock) ............eceeeeeeees $1,300,000 
Less the sum of: 
100,000 
100,000 800,000 
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On the other hand, if the treasury stock is to be carried at cost 
on the asset side of the balance sheet, that side will total $1,500,000, 
and the net worth section will show: 


Earned surplus: 
Appropriated to purchase of 1,000 shares ($100,000 par) of 
200,000 


It is generally held that when the treasury stock is sold the 
impounding is released. Profit or loss on transactions in treasury 
stock thus becomes definitely a factor in computations of earned 
surplus, and not in computations of capital surplus, as has some- 
times been urged in the past. The Pennsylvania statute (§ 702-1) 
recognizes this in a negative way, by prohibiting the payment of 
dividends out of “any profit on treasury shares before resale’: 
the write-up to stated value from a lower purchase price is not 
earned surplus until realized by sale. 


Treasury Stock Acquired at a Discount 

This brings us to the handling of treasury stock acquired at a 
discount. Assume the same initial balance sheet, and the purchase 
of $300,000 par of treasury stock for the same $200,000. Under 
our former practice, if we carried the treasury stock on the asset 
side it would have been at cost ; but if on the liability side it would 
have been at par, crediting the discount on acquisition to a re- 
serve account. The same handling is still possible, with the sepa- 
rate showing of the appropriation of surplus: 


Capital stock outstanding (2,000 shares)................. 
Reserve for unrealized profit on treasury shares 
Earned surplus: 

Appropriated to purchase of treasury stock 


| 
| 
| 
| 
| 
| 
300,000 
$ 200,000 
100,000 
100,000 
100,000 
100,000 
| 
200,000 
500,000 
300,000 
| 
es. 
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The reserve would ordinarily be shown above rather than in the 
net worth section. 

On the other hand, if the treasury stock is to be carried at cost 
on the asset side of the balance sheet, that side will total $1,500,000, 
and the net worth section will be in the same form as in the case 
of stock purchased at a premium. 

Before leaving the subject I must suggest that there are those 
who believe that the statutory principle would be made sufficiently 
effective by a foot-note on the balance sheet to the effect that of 
the amount of earned surplus shown, a certain part has been ap- 
plied to the purchase of a specified number of treasury shares. 


Right to Reacquire Own Shares 


It should be mentioned that most of the states which have by 
statute limited the right to reacquire shares (Delaware, § 27; 
Pennsylvania, § 705; Michigan, § 37; Ohio, § 8623-39) permit 
corporations to purchase preferred and special shares out of the 
capital in respect of such shares, provided that the remaining assets 
shall be sufficient to pay all corporate debts, but “whenever any 
capital of the corporation is applied to the redemption or the pur- 
chase of shares . . ., a certificate shall be made . . . and thereupon 
the capital of the corporation shall be deemed to be and shall 
thereby be reduced by the amount thereof so applied to such re- 
demption or purchase or the amount thereof represented by the 
shares so redeemed or purchased, whichever shall be greater, or, 
in the case of shares redeemed or purchased out of surplus and 
so retired, by the amount of capital represented by the shares so 
retired” (Delaware, § 27; to the same effect is Michigan, § 37). 

If such redemption involves a consequent reduction in the au- 
thorization to issue, all this means simply a reversal of order: in 
the case of treasury stock generally, the purchase impounds sur- 
plus, but it is generally considered that this surplus is released and 
capital is reduced when the stock is canceled in a reduction of the 
authorization ; in the case of retirements of preferred and special 
stock the capital is reduced without the intervention of an im- 
pounding of surplus. (I am told, however, that some Illinois 
attorneys of considerable repute hold that under the Illinois statute 
surplus impounded by the purchase of treasury stock is not re- 
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leased even though the capital is reduced by appropriate action of 
the shareholders. ) 

There is a vital distinction, however, between two types of the 
newer laws: the Pennsylvania-law (§ 705) and some others do not 
permit the application of capital in the purchase unless the authori- 
zation is to be reduced; the Delaware law and certain others do 
permit the application of capital in the reacquisition of preferred 
and special shares when these shares are to be returned to the 
unissued category instead of being treated as treasury shares. The 
principle followed in the former case is that capital, once estab- 
lished by issuance of stock, cannot be reduced except by reduction 
of the authorization ; the principle in the latter case excepts certain 
types of shares from this limitation, but the law specifies that 
when repurchased they shall be treated as unissued rather than 
as treasury shares. In either case, of course, capital is reduced, 
because capital is, in accounting terms, authorized less unissued 
stock, the difference being issued stock. 

There are many other interesting and important provisions re- 
garding cancelation of shares and reduction of stated capital, but 
I must not take time to develop this matter at this time. 


Dividends and Paid-in Surplus 


I referred earlier to the Illinois statute (§ 41) regarding divi- 
dends, and said that cash dividends on common stock could not be 
declared out of paid-in surplus. Specifically the provision is that 
“dividends may be paid out of paid-in surplus or surplus arising 
| from the surrender to the corporation of any of its shares only 
upon shares having a preferential right to receive dividends, pro- 
vided that the source of such dividends shall be disclosed to the 
shareholders receiving such dividends” (to the same effect is 
Pennsylvania, § 704). © 
When dividends are declared out of paid-in surplus, recipients 
must be notified that they are not getting profits but are getting 
a return of the capital that somebody contributed, because paid-in 
surplus is the excess of contributed capital over the stated capital. 
Whether or not there is paid-in surplus, the preferred shareholders 
may be paid dividends out of earned surplus. Common sharehold- 
ers can not receive dividends out of paid-in surplus, except that, in 
the opinion of a number of outstanding corporation attorneys, 
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the paid-in surplus may be used for dividends on the common 
stock if there is no preferred stock. This exception is not specified 
in the law, but it is given to you as the opinion of attorneys with 
whom I have talked. 

Does this impounding of paid-in surplus mean that no charges 
except for dividends on preferred stock may be made against the 
paid-in surplus account? Let me be more specific. The laws of 
which I speak do not use the term “capital surplus.” Accountants 
have been accustomed to write off intangibles against capital sur- 
plus, and have applied operating deficits against capital surplus 
when the earned surplus had been exhausted. The term “capital 
surplus” being obsolete from a legal standpoint, is it proper to 
charge these same items against paid-in surplus? 


Asset Write-Offs 


Consider first the question of writing off purchased good will 
against paid-in surplus when there is an equivalent amount of 
earned surplus. It seems that if there is preferred stock it would 
not be proper to make such an entry, because the rights of pre- 
ferred shareholders may be injured thereby, in that an amount 
reserved for use as dividends solely on their stock is being de- 
pleted by the entry. While, of course, dividends on preferred 
stock may be paid out of earned surplus, if it should happen that 
the earned surplus were to be wiped out, this paid-in surplus 
would no longer be available for dividends on the preferred stock. 
It would therefore seem improper under these statutes to charge 
off such an intangible as good will against ‘paid-in surplus, because 
conditions might arise under which the preferred shareholders 
would thereby have borne the expense of purchasing the good will. 

The writing off of an operating deficit against paid-in surplus 
when there is no earned surplus might be considered an entirely 
different matter. No dividends, even on preferred stock, can be 
paid if the stated capital is already impaired or would be impaired 
thereby. From one viewpoint it would seem not only proper, but 
extremely wise, to apply operating deficits against paid-in surplus 
after the exhaustion of the earned surplus, in order that no one 
may be misled into thinking there is a real surplus available for 
dividends to a greater extent than is the fact. On the other hand, 
if we have charged the operating deficit against paid-in surplus, 
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and this operating deficit is thereafter overcome by profits, a 
simple manipulation of dividend declarations might be so con- 
ceived, under the stipulations of many preferred issues, as to result 
in making the preferred shareholders bear all the operating deficit. 
Therefore it seems safer to avoid an actual book charging of an 
operating deficit against paid-in surplus, but rather to show such 
items on the balance sheet, with the deduction of one from the 
other. In Ohio, on the other hand, where paid-in surplus is 
available for dividends on any stock (§ 8623-38a), the law speci- 
fically provides (§ 8623-38e) that operating deficits may be charged . 
against or reserves created out of paid-in surplus. This, of course, 
is consistent when such surplus is not impounded for the benefit 
of one class of shareholders. 

I shall touch only briefly on the question of the propriety of 
writing down depreciable, depletable, and amortizable assets 
against paid-in surplus. In the past we have made such adjust- 
ments against capital surplus (always remembering that these ad- 
justments must not be permitted to relieve future income state- 
ments of proper charges for depreciation, depletion, or amortiza- 
tion). I think it will be apparent from the analogy with good will 
that such write-downs should not be made against paid-in surplus. 

Before leaving the subject of paid-in surplus I want to call 
attention to the fact that the Pennsylvania statute (§ 614) pro- 
vides that “every business corporation shall at all times, keep its 
books in such manner as to indicate clearly the allocation of con- 
sideration received for shares between stated capital and paid-in 
surplus.” Of course there need be no paid-in surplus, because 
par-value stock may be sold for par, and in the case of no-par stock 
the directors may allocate to stated capital the entire consideration 
received, but if there is paid-in surplus there must be in the ac- 
counts a segregation of paid-in surplus from stated capital, and 
there must be a book segregation of one kind of surplus from 
another. 

Somewhat similar is the Michigan requirement (§ 20) that 
“a corporation shall at all times keep its books in such manner 
as to indicate clearly the division of the surplus accounts between 
surplus arising from earnings and surplus arising from other 
sources and it shall likewise indicate clearly such items in its annual 
reports to the state and its annual reports to its shareholders.” 
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While speaking of limitations on dividends it may be well to 
mention Delaware’s provision (§ 34) that dividends may be de- 
clared by a corporation “either (a) out of its net assets in excess 
of its capital . . ., or (b) in case there shall be no such excess, out 
of its net profits for the fiscal year then current and/or the pre- 
ceding fiscal year” unless capital represented by preference shares 
has been impaired. 

In Michigan (§ 22) dividends may be declared “either from 
earned surplus or net earnings.” Unless the fact that the Mich- 
igan statute tells only what dividends may be paid from does not 
imply a prohibition against paying them from other sources (as 
is contended by some attorneys), there is no provision in the 
Michigan statute for cash dividends out of surplus other than 
earned, 


Appreciation Surplus 


Unrealized appreciation in the value of assets does not con- 
stitute, under these statutes, a form of surplus out of which cash 
dividends may be paid, although dividends in a corporation’s own 
stock may be paid therefrom. Under the Pennsylvania statute 
(§ 701), cash dividends must be from the surplus of the aggregate 
of assets over the aggregate of liabilities, including in the latter 
the amount of its stated capital, after deducting from the aggre- 
gate of assets the amount by which such aggregrate was increased 
by unrealized appreciation in value of revaluation of fixed assets. 
With such a balance sheet as the following, cash dividends could 
be paid to the extent of $800,000: 


Assets 

Fixed assets (cost less depreciation) .............00eceeeseeees $1,000,000 
Appreciation on the books, to be added to above value of fixed 

Liabilities 

1,000,000 
800,000 
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The law nowhere mentions earned surplus as the source of the 
dividends, but the method of calculation provided in the law brings 
us in the above case to the amount of earned surplus: 


$2,000,000 

Less—Liabilities (including therein stated capital)............. 1,200,000 


Let us change the liability side of the same balance sheet so 
as to show some paid-in surplus: 


Liabilities 
1,000,000 
Surplus from appreciation 300,000 
300,000 
$2,300,000 


Since the amount of cash dividends is, in the law, measured by 
asset values rather than by surplus credits, we reach the same total 
available for such dividends, but the $300,000 of paid-in surplus 
is, if there is preferred stock, available only for dividends on that 
stock, because of provision of the Act that “dividends may be paid 
out of paid-in surplus only on shares having a preferential right 
to receive dividends.” 

Now let us change the balance sheet so as to show some treas- 
ury stock: 


Assets 

800,000 

Surplus from appreciation AS 300,000 
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The legal formula for determining the amount available for 
cash dividends is: Assets (excluding therefrom appreciation) less 
liabilities (including therein stated capital). In view of the show- 
ing of the treasury stock on the asset side of our balance sheet it 
becomes necessary for us to ask ourselves: “What are assets?” 
They are defined in the Act (§ 2): “ ‘Assets’ includes all the prop- 
erty and rights of every kind of the corporation.” 

Treasury stock is neither asset nor right—it has no right to 
dividends, no right to vote. It is simply a reduction of the out- 
side equity in assets. The Illinois statute (§ 2m) is specific in 
this regard: “ ‘net assets,’ for the purpose of determining the 
right of . . . a corporation to declare and pay dividends and the 
liabilities of directors therefor, shall not include shares of its 
own stock belonging to such corporation.” 

Thus it becomes apparent that the amount available for divi- 
dends on the common stock is $300,000, computed as follows: 


200,000 
$2,100,000 
$1,800,000 
Less—Liabilities (including therein stated capital)............ 1,200,000 
$ 600,000 
Less—Paid-in surplus (reserved for preferred shareholders) .... 300,000 
Balance available for dividends to common shareholgers........ $ 300,000 


Although we have not on the books charged the treasury stock 
against surplus, the law has made it definitely illegal for us to 
pay dividends out of that surplus which by the law was used for 
the purchase of treasury stock. The $300,000 which we found to 
be available for dividends on the common stock is the $500,000 of 
earned surplus less the treasury stock of $200,000. 

The question has been asked as to whether the purchase of 
treasury stock could not be charged against the paid-in surplus. 
What is really meant is whether the purchase could not legally be 
considered to reduce the amount of paid-in surplus, because the 
purchase at least impliedly must, under many of the statutes (e.g., 
Ohio, § 8623-41), be charged to treasury stock account. The 
Illinois statute, as quoted earlier, is specified to the effect that the 
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purchase of treasury shares must be out of earned surplus; and 
the asset-valuation method of calculating the amount available for 
dividends under most of these statutes, together with the reserva- 
tion of paid-in surplus for dividends on preferred stock, seem to 
indicate that the use of paid-in surplus would be improper under 
the more carefully drawn statutes. 


Stock Dividends 


Dividends payable in a corporation’s own stock may generally be 
declared out of any surplus. Under the Pennsylvania statute 
(§ 7o1-A2) they may be paid from the surplus of the aggregate 
of a corporation’s assets over its liabilities, including therein the 
amount of its stated capital. 

If we put $300,000 of appreciation on the books the credit may 


Surplus from appreciation .......... $300,000 


To declare a stock dividend from this surplus is permissible. 
If the amount declared is $300,000 the debit will be to this account, 
and the credit will increase the stated capital to $1,300,000 in the 
balance sheet we have been using as an example. Now note what 
has happened to the amount of our surplus available for cash 
dividends. Apply the formula expressed in the law: 


Take out treasury stock (because not an asset).............. 200; 
$2,100,000 

Less—Appreciation included in above assets..............eee005 300; 
$1,800,000 

Deduct therefrom total of the liabilities (including therein the 

$ 300,000 

Remainder available for cash dividends...............020ee0e00e None 


In other words, under the Pennsylvania statute the declaration 
of a stock dividend out of appreciation surplus actually has the 
effect of reducing to an equal extent the earned surplus available 
for dividends. The Ohio law (§ 8623-38b) obviates this apparent 
drafting error by providing that “in computing the excess of assets 
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for the purpose of determining the fund available for a dividend 
payable otherwise than in shares of a corporation deduction shall 
also be made for the unrealized appreciation, if any, appearing on 
its books unless the amount thereof shall have been transferred to 
or included in stated capital.” The courts of Pennsylvania may 
decide that common sense requires reading the same provision into 
the Pennsylvania statute, but it certainly is not there now. 

There are many other interesting and important provisions in 
these laws, and there are many problems beyond the relatively 
simple ones I have presented. Among these problems may be 
mentioned those which appear in the preparation of consolidated 
statements of corporations having such situations as those under 
discussion, and the disposal of premium on original issue of shares 
reacquired at a premium. The solution of both the simpler and 
the more complicated problems demands our careful study if we 
are to furnish figures which give the facts on which corporation 
officers can rely. It seems absolutely essential that we give effect 
to these statutory provisions on the statements which we prepare. 
With earned surplus of $500,000 and paid-in surplus of $300,000, 
any board of directors would ordinarily seem justified in believing 
that it had a right to pay cash dividends on common stock. Cer- 
tainly if that right does not exist the balance sheet would indicate 
that fact. 
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